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[This paper originated in 1990, when the author was teaching a Master in Public Administration course at George Mason University, Fairfax, Virginia. Several students asked “Why does the government not print more money?” The question had been previously asked, of the author, in 1965, in Karamoja, a remote north-eastern corner of Uganda. On that occasion, it was answered, there, by reference to Uganda shillings (money) and bananas (the real economy). 
After somewhat tedious attempts, using the chalkboard, to explain the concepts of monetary management to the George Mason students, the author finally gave up. It was decided, instead, to incorporate them into a completely new paper. The following was the result. It has now been adapted and extended to deal, somewhat, with the October 2008 circumstances in the USA!]
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A. HISTORICAL BACKGROUND
Introduction
What is commonly referred to, in economics texts, as the "printing of money" had its origins way back in history. Once upon a time, the printing of money was much closer to the truth than it now is. Today, the use of the term in economics has much less to do with actual printing and much more with the creation of bank accounts and government borrowing. 
Money, is of course, still printed – lots of it! A visit to the U.S. Department of the Treasury's "Bureau of Engraving and Printing," in Washington D.C., will easily confirm this. However, actual dollar bills – or their equivalent in other currencies – nowadays increasingly represent the "small change" of commerce, at least in most industrialized countries. Money is printed mainly to replace worn bills or notes taken out of circulation or to provide for temporary upsurges in demand – such as for Christmas shopping or holidays. 
An explanation of the creation of money will, later, be given for a mythical but illustrative Masonia, assumed to be a relatively under-developed country, formerly a colony of the United Kingdom.
A British Example
Firstly, however, let us go back into British history, and that of many other countries, when commerce was facilitated by the use of real gold and silver coins. When the gold and silver was not immediately required, it was often lodged with goldsmiths or silversmiths, the precursors of banks. After all, "footpads" – the historical equivalent of "muggers" – were much in evidence.
For the purposes of this illustration, assume the storage agents to be described as "banks" even though this might not, strictly, have been their legal situation. Assume, also, a (so-called) bank to have received £50,000 worth of coin, for which it had issued receipts, in the form of gold or silver certificates. 
Balance Sheets
Every bank should periodically be able to represent its financial position in the form of a balance sheet. Without getting into the complexities of accounting, this statement essentially shows – as liabilities – what the bank owes to its customers. These liabilities are then balanced by assets – what is owned or held by the bank as the backing for its legal obligations to these customers. 
Liabilities are always legal claims – by others. Assets may be either what are assessed as things (gold, silver, currencies etc.) or as (legal) claims against others. Balance sheets, of any commercial business, will usually also show, as assets, property, plant and equipment, as well as the residual financial interest of its owners, known as its "capital" or "equity." As explained below, these will be ignored, in the interests of simplicity. This does not mean, however, that they are unimportant. For monetary purposes, they represent the claims upon (effectively, loans to!) the bank as “owners”.
For a bank, as will be seen, the predominant asset claims will be against commercial borrowers, the government or another (domestic or foreign) bank. In the example, the balance sheet of the "bank" would be:

(WHATEVER) BANK
---------------------------------------------------------------------------------------------------------------
ASSETS (Owned by the Bank)
    
LIABILITIES (Owed to Customers)





£






   £
Gold and Silver
       
      
     50,000
     
Deposit Certificates

         50,000



    
    ======





       ======
Transfers of Deposits and Certificates
The deposit certificates would likely be issued to each depositor by name – and in specific amounts. Alternatively, they might be issued in fixed sums, very much like modern bank notes. Indeed, such fixed certificates were the first bank notes. Merchants would realize, after a while, that it was very inconvenient always to pay for goods and services in coin. They would need to go to the bank, draw out the coins, in the exact amounts required, risk being robbed, and endure the physical discomfort of carrying them around – only to know that the payee would likely go through the reverse process, perhaps re-depositing the coins in the same bank
.So, they would get into the habit of merely transferring the title to the appropriate amount of their gold and silver, by endorsing over some of their certificates - rather like a crude checking system - or else by handing over fixed value notes as "bearer" instruments. These give title to whoever holds the notes. Even today, the Bank of England notes still carry the words: "I promise to pay the bearer, on demand, the sum of........pounds" followed by the signature of the Bank’s Chief Cashier.
Interestingly, the smallest denomination of note currently in use in England is that for five pounds. There is a one pound coin, in a rather impressive-looking “golden” color but made of a base metal. However, modern coins normally have no relationship at all to the old gold and silver ones. They are merely "bank notes" printed on cheap metal, for convenience of carrying around and using for small purchases, like cups of coffee and magazines. 
Suppose the deposits of gold and silver coins to have originally been made in our old-time bank by (say) Smith, Jones, Brown and Robinson. After a period of commerce, certificates of ownership of these coins might now be in the hands of (say) Black, Green, Gray and White. The bank, however, might have no knowledge of this. If the new owners sought to withdraw the coins, the bankers might check the documentation against their records, for authenticity. However, if the transfers were by bearer bank notes, the bankers would neither know, nor care, who owned the precious metal. 
After a time, assume that the bank figures out that no more than about a third of the coins will ever be withdrawn at any one time. This fact offers an opportunity, to the bank, for it to make some money. It does this by lending certificates of title (to precious metal coinage) to its favored customers - not, at this point, to strangers. Interest will be earned on the money lent. To do this, the bank will print extra certificates and issue these, in exchange for loan instruments. Suppose it takes a prudent position of always having a minimum of fifty percent of its deposits represented by precious metals. It can, therefore, issue an additional £50,000 worth of notes, thus doubling the money supply.
Commercial Banking
Assume, for simplicity, that there is only one bank operating in the commercial market-place, called "National Westminster Bank" (Natwest)
. More than one bank would complicate matters somewhat, by requiring a system to transfer and to cancel out obligations among them. However, the position of the banking system, as a whole, relative to the outside world, would be essentially unchanged. After making the loans and issuing the new bank notes, the Natwest Bank would show a balance-sheet as follows:

NATWEST BANK
ASSETS (Owned and Claimed)
   

LIABILITIES (Owed)





     £   






  £
Gold and Silver

 
            50,000
   
Deposit Certificates   

        100,000
Loans to customers
 

50,000
    




          ----------





        ----------

    


          100,000





        100,000


      

        =======




                  =======
The bank has, quite literally, in both the commercial and the economic senses, "printed money." If the result of this is a doubling of commercial activity, because the money attracts new goods and services into the market place, there will be reasonable economic stability. 
Suppose, for example, that it is Christmas – and that: toy-makers make many more wooden and metal toys than at other times of the year; brewers brew more ale; and, entertainers perform many Christmas pageants. Prices would be unlikely to rise. 
However, now suppose the market-place is in the doldrums. No one is buying, selling or entertaining - perhaps because of a fear of attack from (say) the king of Spain. Then, twice as much money would be chasing the same quantity of goods and services as before, forcing up prices and causing inflation. 
Alternatively, the economy could be booming, with virtually no idle resources ready to be coaxed into activity. Again, there would be additional money with nothing extra to spend it on, another inflationary situation.
Returning to the Christmas example, further suppose that there is increased activity – for Christmas gifts – by jewelers. They will likely draw some of the gold and silver from the bank and melt it down, thus creating competition between the use of precious metal as money and its use as an industrial commodity.
If, as the bank has now determined, no more than one third of the depositors will ever withdraw their deposits at once, it will be safe in earning money by charging interest on the loans and also charging depositors to store and manage their "gold and silver" – even though it is, to a degree, imaginary
! 
Thus, we see the origin of bank lending, interest charges, current (checking account) charges and compensating balances. The last-named is the agreement by the loan customer to hold part of a loan on deposit at the bank where it was borrowed from. 
Commercial Bank Earnings
Taking a simplified example of banking commercial management, suppose the bank to charge ten percent interest on loans to customers and a three per cent service charge for storing the gold and silver coin. Its income for the year would be £50,000 * 10% (= £5,000) plus £100,000 * 3% (= £3,000). This would give a total of £8,000. Note that the "storage charge" – analogous to a modern "checking account" charge – is levied on £100,000, even though there is only £50,000 worth of gold being stored! This is because the customers think that there is £100,000 of coin being stored
. Alternatively, they know that they can always draw coin, whenever needed, because their deposit receipts are regarded as solid legal claims against the coinage.
Indeed, until fairly recent times - since about the mid-seventies - it was almost unheard-of to allow interest on "checking" or "current" accounts. So-called "free checking" was also very uncommon. To earn interest, a customer would typically need to transfer money from a checking account to a time-deposit account. This would then earn interest, albeit at a relatively low rate, in exchange for the bank requiring notice of withdrawal.
Although not central to the main purpose of this paper, the "bank" can draw up a profit and loss statement, as follows:

Income

   






   £

Storage charges




3,000


Interest on loans




5,000








-------








8,000








-------

Expenses

Wages of clerks
 and porters etc.


2,500

Rent (or depreciation) of premises


3,000

Administrative expenses



1,500








-------








7,000








-------

Banker's Profit




1,000








-------
The profit of the banker can be (wholly or partially) withdrawn in cash or left in the business. The latter would be added to the "capital investment" in the bank. In modern accounting, this is “retained earnings.” Also, sums of money would be owed to and by the bank, for normal business income and expenses, transacted on credit. Depreciation expenses would also be recorded. This represents the wearing out of buildings and equipment, such as office premises, computers and information systems.
All of these transactions would create some accounting complexities, which would affect the balance sheet of the "bank" in some way or another. However, for the purposes of the principal illustration, this is not further considered, here.
Withdrawal of Deposits
Suppose that the estimated one-third of the customers now withdraw their deposits, in gold and silver coin. The balance sheet would now read:

NATWEST BANK
-----------------------------------------------------------------------------------------------------------------
ASSETS




           LIABILITIES





     £





               £
Gold




16,666

Deposit Certificates

           66,666
Loans to customers


50,000






--------





          ---------

     



66,666





           66,666





=====





          ======
The bank would, for the time being, be safe – but its margin of safety would be seriously impaired. Indeed, its self-imposed "reserve requirements
" would have now sunk to well below 50%. It now has £66,666 owing to customers, backed only by £16,666 of gold. The remaining assets are loans owed by (i.e. are claims against) other customers - not nearly so secure an asset as gold
. 

So, it must, now, do one or more of several things:
(a) attract some more gold and silver coins back into its vaults, from depositors;

(b) borrow some gold or silver coins;

(c) call in some of its loans; or

(d) lower its reserve requirements.
A call on its loans would be a demand for repayment in gold or silver coin. After all, the original loan was the issue of "promises to pay the bearer, on demand" originally in gold and silver – even though the bank did not have enough coin to do this! If the coins had been used in the course of business, they would likely be returned to the bank by their new owners, restoring the bank's reserve position and obviating further concern. 
Safeguarding Customers’ Deposits and the Bank’s Reputation
However, as already indicated, some of the gold and silver might have been melted down for jewelry or industrial purposes – or it might have been sent abroad for foreign trade. These two purposes, incidentally, are still, today, the most likely uses to which precious metals will be put, emphasizing their alternative uses as either commodities or as foreign currency reserves.
Another possibility might be that the depositors would learn – or figure out – that there was not enough gold or silver to pay off their deposits. They would, then, be likely to rush to the bank and attempt withdrawals, hoping to be at the front of the line! This would be the classic "run on the bank." Along with the possibility of bankruptcy and disgrace might well go the credibility of the banking system – with serious consequences for commerce. Thus, the typical line of defence would be for the commercial friends of the banker to "rally round" by promising him unlimited credit and to provide him with enough gold to pay off as many depositors as demand withdrawal. The hope is that when the depositors see that they will all be paid off, no matter what, they will stop their rush. After all, they do not really want to be carrying around lots of heavy coin. That is why they used the bank in the first place. 
[This might be seen as the "Berlin Wall" principle. When the wall was torn down, in 1989, as soon as East Germans were assured that they could cross into West Germany any time they liked, there was no need to do so. Many people did not really want to leave their homes – only to have the option! (If the principle were not true, there would have been nobody left in what was formerly East Germany – nor, for that matter, any money left in banks!)
]
Lest it be thought that a "run on the bank" is only of quaint historical interest, remember that the legendary U.S. banker, J.P.Morgan, organized "rally rounds" to save the U.S. banking system, in the early twentieth century, as a prelude to the establishment of the Federal Reserve System – The US “Central Bank”.  Since that time another legendary U.S. "banker" – the Federal Government (!) – organized "rally rounds" to bail out, for example, Continental Illinois Bank (also Chrysler Corporation and New York City) which "could not be allowed to fail, because they were too big to fail!" Furthermore, some years ago, a modern substitute of the "rally round" - public deposit insurance - failed in the case of Maryland state-chartered
 savings and loan associations, there were, indeed, "runs on the banks", forcing many to close.
The National and International Financial Crisis, from the USA

Most importantly, right as this paper is being reviewed and revised, the Congress of the United States has been seeking to provide $700 billion in additional available “cash” to the banks. This is to replace, in various financial institutions, the financial derivatives (cocktails!) that cannot reliably be valued, and which no-one will buy, for that reason
. This situation was engendered by the earlier sub-prime mortgage crisis. How and why it arose is for others to explain or to criticize. These instruments are referred to as “toxic” financial instruments (like “poisoned” cocktails). Indeed, the only asset that Americans (and others) are now prepared to TRUST is money! 

Unfortunately, however, the US Federal Government does not have any money either. Having run budgetary deficits for years, it is, in fact, flat broke! Therefore, the ONLY way for the Federal Government to raise the (so-called) “money”, so as to put (so-called) “cash”, into the coffers of the banks, is to enter into debt contracts with domestic or foreign lenders, by borrowing this “money”. This, it must do by securing the debt against the issue of “Treasury Bonds” or “Treasury Bills”. In other words, all that is happening is that the “toxic” or “flawed” investments (debt instruments) – the “derivatives”, are to be replaced by (hopefully) more trusted (and more readily priced) investments, the Federal Government debt instruments. This raises acute concerns! How can the Federal Bonds and Bills be more trusted than the derivatives? The proposal to provide the cash to the banks was made by the Executive arm of the government – the President and the Secretary of the Treasury – in cooperation with the Chairman of the Federal Reserve.  
However, there are several obstacles to this activity. Firstly, the Executive arm of government has no authority to borrow money, approve a budget or levy taxes, without the consent of Congress
. 

Secondly, with respect to trust: Based on polls, the trustworthiness of the US president is rated at one of the lowest levels in US history. Moreover, his recent speeches, urging the swift passage of the necessary legislation were, essentially, ignored, even by members of his own political party! 
Moreover, as the necessary legislation was making its passage through the House of Representatives, a massive and overwhelming wave of public rage (severe mistrust!) was released and expressed. This caused the passage of the legislation, in the House of Representatives, initially, to fail, with all shades of political opinion opposed to it. It finally passed, only after being first passed by the Senate, with several material modifications, as well as some unrelated provisions.
Another reason concerns financial prudence – trust in the system of national financial management. On 30 September, 2008, the US National Debt broke the “$10 trillion barrier” for the first time in history! That is a lot of money to be repaid. The so-called “bail-outs” are likely to add up to another $1 trillion (10%) to that sum, putting even greater obligations upon future taxpayers
. Consequently, the ONLY reason why government bonds and bills will be accepted as more trustworthy than the “toxic derivatives” is because they will be issued as “general obligation” instruments, bearing the “full faith and credit” of the US Federal Government. This means, in effect, that the legal and compulsive power of the government MUST be used, to raise, by taxes (or other public revenues), the necessary “money” to service the debt – interest, expenses of issue and management and – ultimately – repayment.

Interest and expenses are, inescapably, operating expenses. Therefore, in a normal business – or even in a state or local government – they would be paid for from current operating revenues
. In a public sector institution, these would be either taxes, or charges for specific services. A federal or central government, however, because of its role in macro-economic fiscal policy, would cover these expenses either from current revenues (taxes, fees and charges) or by adding them to the annual budgetary deficit. The latter, in turn, would automatically be added to the already accumulated national debt. 
This national debt, (the $10 trillion) is what is owed by the US (Federal) government to its lenders – domestic and foreign
. During all subsequent years, this entire debt is either repaid to lenders (“paid down”) or else retained or re-borrowed (“rolled over”). The debt is secured against the issue of “Treasury Bonds” or “Treasury Bills”. Decisions about which of these options (taxing or borrowing) to choose – and to what extent each is used – will be based as much upon matters of public policy (taxing, spending, macro-economics, social concerns and political ideologies) as upon more narrow and prudent financial management. 
If the nation is at war, for example, its fiscal policy is sometimes said to be that of a choice between “guns or butter”! If both are wanted, then more borrowing is, almost inevitably, necessary. This, of course, engenders a vicious cycle! Children and grandchildren must pay for the spending of their ancestors. However, this phenomenon is only – on the basis of moral fairness – appropriate, to the extent that the descendants have also benefitted from the spending of their forebears, such as on road construction or national defense. Sometimes, of course, forebears have made the “ultimate sacrifices”, by being killed or injured; for example, in battle or in construction of civil public assets.
In this section, there is much reference to the concept of “money”. This, and all other references to money, are allusions to blips on computer screens. Very little is in actual notes and coin! 
Currency Debasement
Stepping back, once more, into history – enter the king of England. He levies and collects taxes – naturally in gold and silver coin. However, he is short of money to pay his army to fight the king of Spain. So, in desperation, he secretly melts down the gold and silver coins, in the Royal Mint, and mints new ones, identical in size to the originals and virtually indistinguishable from them. However, he has, in the process, substituted base metal for some of the gold and silver. This, the king appropriates, as a tax, just as (in modern times) inflation – currency debasement – is, effectively, also a tax.
Assume that the king has done this in the ratio of one to four. He uses the new, debased, currency to pay his soldiers and all his other bills. Thus, the king has increased the nation’s – and the government’s – money supply by twenty-five per cent, by effectively "printing money". If each soldier was paid five pounds (five "gold" sovereigns) he effectively has, in total, the equivalent of four gold sovereigns and a banknote. He does not know this, of course, because he trusts the king. 
Today, people are wiser, at least in America, where the bank notes bear the inscription "In GOD we trust." However, the Constitution specifically states that "Congress shall make no law respecting an establishment of religion". Thus, we must presume it to be just a euphemism for the concept that we trust each other – including the government – to honor the commercial promises that the money represents. However, we have long since ceased to trust governments to maintain the value of money, at least in terms of purchasing power. In effect, the "L" has been taken out of "GOLD." So, again, “In God we trust”. The only essential difference between the debasing of the currency by the English king and by modern governments is that it is no longer done (entirely!) in secret. Indeed, governments publish periodical statistics showing the extent to which the national currency has been debased. These are known as “price indices.”
Returning to the concept of currency debasement by the king of England, it should be seen that it now really makes no difference whether the creation of new currency is public knowledge or not. If the additional money is matched by new commercial activity, there will be relative economic stability. If not, there will be inflation. 
If the currency debasement became public knowledge and the coins in Natwest Bank were all of the new and debased kind, technically the balance-sheet might read:

NATWEST BANK
-----------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





       £




                          £
Gold




  40,000
Deposit Certificates
   
          50,000
Government Debt                                10,000




            ----------




         ---------




              50,000




          50,000




            ======




        ======
The Natwest Bank would, in principle, have a claim against the king, that he redeem the debased coins and replace them with others of full (metallic) value. Meanwhile, the king might be hoping for the Royal Navy to capture a Spanish ship, carrying gold from South America, so that he could honor his debt to the Natwest Bank and (indirectly) to his subjects. If he is unsuccessful, he will merely state that his promise is "as good as gold
." In order to put matters to rights, however, assume the king agrees to take back the debased currency, melt it down, extract the worthless metal and re-mint genuine gold coins. There will, of course, be only £40,000 worth. However, the bank will be able to count the "government security" (the king's promise) as part of its reserve requirements, since government debt is normally accepted as of unassailable quality, at least by its own citizens. Even today, in the U.K., most government securities are known as "gilt-edged
." 
Another way in which currency was debased, with essentially the same results, was by the king clipping small pieces from the coins and using these to make new ones. The new coins – in effect taken by the king as a tax – were referred to as seigniorage, defined (in Webster) as: "the royal right to a percentage levy on bullion used for coinage – the profit made in coining, resulting from the difference between a coin's intrinsic (real, material) value and its face value, as a source of revenue to a government." The same results apply to the more modern economic concept of "printing money" – even if no actual money is printed or coins minted, as shown below.
Central Banks
Nowadays, almost every country has established a central bank, to act as the banker to the government, to the banks and to the nation as a whole. It is usually the central bank (with greater or lesser interference from the government)
 which controls the nation's foreign currency reserves and the national money supply. It also, typically, manages and controls the overall financial strategy and integrity of the commercial banking system.
Examples of central banks are the Federal Reserve System
 (U.S.A.) Bank of England (U.K.) and The European Central Bank (The EU.). In the case of the (mythical) Masonia, the central bank will be designated as the "Bank of Masonia."
Central banks vary in the extent to which they operate independently of governments. Often, a central bank is little more than a central government department. Typically, however, it occupies an impressive building, exuding a helpful air of prosperity. Also, its chief officer – often a civil servant – will have an impressive title, such as "governor" or "president."
All this helps to create an aura of independence and credibility and to instill an impression that even the government itself is subject to monetary discipline. Often, this is little more than an illusion. It does, however, sometimes allow a government to publicly decline an otherwise politically popular financial decision, on the grounds that the central bank "would not approve." 
All this occurs, despite the fact that the government is typically the sole stockholder of the central bank, which in turn operates in accordance with instructions from the ministry of finance.
In the U.S.A., the Federal Reserve Board operates "monetary policy" largely independent of the government-run "fiscal policy." Even here, however, the central bank's independent status is established only by statute – which can be changed by a simple legislative process, by Congress. There is no constitutional independence.
B.MODERN MASONIA
Foreign Currency Reserves
Suppose that the Bank of Masonia has in its legal ownership, stored at the Bank of England, in London, £50,000 worth of gold. In effect, the Bank of England is acting for Masonia in the same way as the old-time goldsmiths acted for their customers, by storing gold in exchange for its certificates. There is a difference, however. Gold, along with all currencies of the major trading nations - known as convertible currencies – can be freely traded on the world's foreign exchange markets. Indeed, Masonia may well keep its gold physically in the Bank of England
, because gold prices are "fixed" in London (and in Zurich) and gold is internationally traded there.
Furthermore, there are at least two additional currencies, which have never been printed and which no-one has (yet) ever seen. One is called the "Special Drawing Right" (SDR) and is a unit of currency designated by the International Monetary Fund (IMF). It is a unit of measurement used in certain international lending operations, including those of the World Bank's International Development Association (IDA) and of the IMF itself. It has a rate of exchange against all major currencies, quoted daily, for example, in the Wall Street Journal. However, it is not normally bought and sold in the market-place. 
The IMF has, with international agreement, sometimes "printed money" by crediting - usually developing - countries with SDRs at the IMF, as foreign aid. The August 15, 2007 value of the SDR was about $1.521910. 
Another "phantom" currency, until 1 January, 2002, was the common European currency unit (Euro), which, after that date, became the common currency of many (though not all) of the countries of the European Union. It is, for example, the unit of measurement for loans from the European Investment Bank. It was established quite a few years earlier than 2002, but was not brought into effect, as actual money, until January 2002. Its mid-August, 2007, value was around $1.35. Now, the Euro is the only legally-recognized currency among the countries using it. Former German Deutschmarks, French Francs and Dutch Guilders, for example, no longer exist.
Foreign Currency Trading
Whether Masonia holds its foreign currency reserves in gold, sterling, dollars, marks or yen is largely a matter of commercial or political preference and potential speculation. Let us suppose, for example, that Masonia has a clever Chief Economist – trained at Harvard University in USA. He speculates that the price of gold might fall on the world markets. Thus, he might advise the Bank of Masonia to sell it to the Bank of England for (say) Japanese Yen, which (say) he estimates might rise in value, relative to other currencies.
Suppose, therefore, gold is priced at $400 per ounce; sterling stands at $1.60 to the £1 and the Yen is at Y.150 to the $1. Sale of the £50,000 worth of gold would bring Masonia Y.(50,000 * 1.60 * 150) = Y.12 million. Further suppose that, after a short while, the gold price drops to $350 per ounce, sterling is now at $1.55 to the £1 and the Yen is at Y.140 to the $1. Step by step, Masonia now converts its Y.12 million into $(12/140) giving about $85,714, which it re-converts into sterling of £(85,714/1.55) = £55,300. 
Had it held on to the gold, it would, at the time of the sale, have held (50,000 * 1.60/400) = 200 ounces. These, in current prices, would now be worth $(200*350) = $70,000 or £45,161 sterling. Thus, by hedging and trading, Masonia has converted a potential loss to a profit – a difference of about £10,140. 
This illustrates that – on a freely floating foreign exchange market – a claim on one convertible currency is the equivalent of a claim on all of them, or against gold. There is no special merit in holding gold, except as a hedge or a speculation, a quality which applies to any (convertible) currency. Furthermore, as in history, gold is not (strictly) a currency at all. It is a commodity, which has alternate uses to that of money. Most importantly, gold holdings earn no interest. Neither, for that matter, do actual foreign currency holdings – the physical bank notes. However, the latter would normally be quickly converted into interest-earning deposits or securities.
Indeed, moment by moment, speculations about changes in: interest rates; exchange rates; prices of major commodities (e.g. oil, gold, grain etc.); and political conditions, all combine to stimulate a continuous trade in a variety of foreign currency instruments. Most of this is done by telephones and computers, involving billions (even trillions) of dollars worth every day, twenty-four hours a day world-wide!
Now suppose that the exchange rate of the Masonian currency – the “mason” – is quoted at 1.8083 masons to the pound sterling. The foreign currency reserves of Masonia would, therefore, be M100,000. 
This might give a balance sheet of the central bank of Masonia, as follows:

BANK OF MASONIA
-----------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





   M   





              M
Foreign Currency 

          100,000

Depositors: 
     







      Government


50,000







      Masonia Commercial








Bank



50,000




           ----------
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           100,000




    
         100,000




        =======
    



    
         ======
The Banking System
In common with standard banking practice, the central bank is regarded as the banker only for the government and the commercial banks. It is assumed, for simplicity, that Masonia has only one commercial bank - the Masonia Commercial Bank. The balance sheet of the Masonia Commercial Bank might be as follows:

MASONIA COMMERCIAL BANK
ASSETS





LIABILITIES




                  M






    M
Bank of Masonia

    
   50,000
Deposits of Customers


50,000




             ======




          ======
Consistent with Masonia's foreign exchange control regulations, the Masonia Commercial Bank holds no gold or foreign currency. These are required to be held at the Bank of Masonia. However, also consistent with standard practice, balances of commercial banks held at central banks, are regarded as part of the commercial banks' cash reserves. They are somewhat analogous to the "king's promise" as being "as good as gold". 
However, the world has long since ceased to recognize a "gold standard." Customers' deposits can now only usually be withdrawn in bank notes – backed by the "fiat" of the government. A "fiat" is a declaration
 that "It is so – so that's that!" The U.S. currency, for example, makes this quite clear – by stating "This note is legal tender for all debts, public and private." 
The Bank of England, as earlier indicated, likes to follow the older legal fiction that it promises to pay something (?) – certainly not gold – to the bearer. This tradition has been followed by some former British colonies. There is no essential practical difference from the U.S. bank note.
Thus, the Bank of Masonia is ready and willing to provide an abundant supply of bank notes – masons – to the Masonia Commercial Bank, in exchange for its cheque (Masonia, a former colony, uses "British" English). So, the Masonia Commercial Bank is, in a liquidity sense, in good shape – it has a 100% reserve against deposits. It is not in very good shape from an earnings standpoint, however, because it has made no loans against which it can earn interest.
Commercial Banking
As with the old time British "Natwest" Bank, the Masonia Commercial Bank will charge fees for managing current (checking) accounts and will charge interest on loans to its customers. It will pay interest on any time deposits by customers and (if customary) also pay interest on checking accounts. The difference between the rate of interest which a bank charges on loans and the rate which it pays on deposits is sometimes known as the "spread." This must normally cover all the costs of the bank and still leave it with a profit for its stockholders.
If normal banking practice is followed, balances deposited by the Masonia Commercial Bank at the Bank of Masonia will not earn interest. However, if the commercial bank borrows from the central bank, it will be expected to pay interest, on a daily basis, at the so-called "Bank rate" or "Discount rate."
Because the emphasis of this paper is on the creation and management of funds, rather than the earning of profits, the latter will not be further considered. Thus, for simplicity, the balance sheets will show neither the contributed capital nor the retained earnings – the equity – of the banks. Nor will they show details of normal business payables and receivables.
Creating Money
Now suppose that the president of Masonia, somewhat of an autocrat, decides that he wants to buy a Mercedes car. It is intended for his official travel and has been provided for in the annual budget, approved by Parliament. However, the economy of Masonia has been in the doldrums and tax revenues are not as high as budgeted, so the Ministry of Finance has placed embargoes on budget items which are not urgent, including the President's car.
The President, however, is impatient. Yesterday, he called Masonia Mercedes, to learn that there is only one vehicle available for sale of the type that he wants. He further learns that the prospects of getting further supplies are dim – because the Bank of Masonia will not grant Masonia Mercedes - through its own bank – foreign exchange cover.
So, in a reckless and impatient mood, the President calls the Governor of the Bank of Masonia to enquire how much money is in the Government's bank account. He is told that it is M50,000. By a coincidence, this is just equal to the price of the car. So, he instructs the Permanent Secretary to the President (and head of the civil service) to arrange for the purchase of the Mercedes. 
When the news – including the order for payment – reaches the Permanent Secretary to the Treasury, he is furious. He calls his friend – a former Oxford University room-mate – (Permanent  Secretary to the President) to complain. He is told that the President is adamant and that there is nothing to be done, even though the Treasury Secretary points out that the M50,000 in the Bank is intended to pay the salaries of government officials – due today! Half of the government employees are paid in cash; the others by cheque. Those paid by cheques deposit them immediately to their accounts at the Masonia Commercial Bank. The cash remains in the pockets of the workers, waiting to be spent.
The balance sheets of the two banks will now appear as follows:
BANK OF MASONIA
---------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





    M 





            M
Foreign Currency 


100,000
Depositors: 
     







Masonia Commercial








Bank
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----------


   

        ---------





100,000
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          =======



   
       ======
MASONIA COMMERCIAL BANK
---------------------------------------------------------------------------------------------------------------
ASSETS



LIABILITIES





   M 






 M
Bank of Masonia  
 

 75,000

Deposits of Customers

        75,000




          ======





      ======
The M25,000 worth of government employees' cheques (drawn on the Bank of Masonia) after deposit in the Masonia Commercial Bank, would be sent back to the Bank of Masonia, which would debit the account of the Government and credit the account of the Masonia Commercial Bank. After the Government had also drawn a cheque, against its own account, for the M25,000 worth of bank notes, the Government of Masonia would be, in effect, broke!
Undeterred, the President takes delivery of his car and Masonia Mercedes receives the cheque for M50,000. The cheque would be drawn by the President's Office but against the Government's principal (central) bank account. This cheque, the car dealer deposits to its account at the Masonia Commercial Bank. 
So, the Masonia Commercial Bank balance sheet will show:

MASONIA COMMERCIAL BANK
ASSETS





LIABILITIES





    M 






    M
Bank of Masonia  


125,000
Deposits of Customers:








        General



75,000







        Masonia Mercedes

50,000




           -----------
   



   
--------





125,000
    


   
         125,000




            ======
   


                    ======
So far, so good. The car company has a credit in its bank account and the Commercial Bank has a "good as gold" claim against the Bank of Masonia. Then, the Government's cheque reaches the central bank. Whoops! No funds in the Government's account. 
However, this is not a problem! By virtue of its status and position, every government has a virtually unlimited "ready reserve" or "overdraft protection" facility at the central bank. So, the account of the Masonia Commercial Bank is credited against a loan account of the Government. In addition, the "good as gold" principle applies, to unreservedly honor the claim of the Masonia Commercial Bank. 
The balance sheet of the Bank of Masonia will now appear as follows:

BANK OF MASONIA
-----------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





       M                                                                       M
Foreign Currency 


100,000
Depositors: 
     
Government Loan
 
 
  50,000
Masonia Commercial








Bank 

     
          125,000






  
Bank notes in 






          

Circulation                              25,000





----------
    



         -----------
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                      150,000





======
    



        =======
A Budgetary "Deficit"
Technically, were it to follow full accrual accounting, the Government's balance sheet (ceteris paribus
) is as follows:

GOVERNMENT OF MASONIA
-----------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





      M 





                M
Mercedes Car



  50,000
Bank of Masonia


 50,000




            ======




          ======
However, standard central governmental accounting practice does not normally provide for the recording of fixed assets. Instead, their purchase would be treated as an expense, just like salaries. 
Thus, the reported financial position of the Government would likely be:

GOVERNMENT OF MASONIA
-----------------------------------------------------------------------------------------------------------------
"ASSETS
"





LIABILITIES





          M 





    M
Budgetary Deficit
                            50,000
Bank of Masonia


 50,000




              ======




          ======
Thus, we see a fairly straightforward and common position. The Government has a budgetary deficit – by this definition – which is covered by borrowing, from the central bank. However, some economists and accountants, perhaps of a more liberal frame of mind, might argue that this type of budgetary deficit is really an "asset." This is because it has resulted from some investment in community plant or from the government otherwise "doing some good" with the money
.  
Indeed, it is a vexed question. Now is the time for public finance specialists, of all shades of opinion, to get into the argument. Accountants, economists, Keynesians, monetarists, libertarians, supply-siders, conservatives, liberals, economic journalists and lay newspaper reporters can dispute. For example: is there "really" a budget deficit and is it appropriate to cover it by borrowing? Or, is government spending on "luxury" items (assets) appropriate when the majority of people are poor (cannot meet their expenses). What is foremost, for the moment, however, is that the Government has borrowed from the Bank of Masonia.
"Printing" Money
Where did the Bank of Masonia get the money, to lend it to the Government? A glance at the balance sheet shows no increase in its foreign currency reserves. In fact, the money came out of thin air! It was literally "created" by the Bank of Masonia, by the fact of its lending operation to the Government. It was as if the Bank of Masonia had printed 50,000 masons, put them into a truck, taken them to the Presidential Palace and handed them over to the staff of the President, to buy the Mercedes. The "backing" for the note issue would, again, have been the successor to the "king's promise" – the "good as gold" pledge of the government. In other words – the Government's liability becomes someone else's asset.
Interestingly, it was not the actual printing of the bank notes – to pay the employees – which had "created" the extra money. It was the government borrowing. This illustrates a very important point. At virtually no time is the creation of money the direct result of printing it. Without a corresponding lending operation the new notes would merely remain in the vaults of the central bank. It is, of course, conceivable, that the government could ask the central bank to print bank notes for the government to give away, perhaps as a welfare operation. However, this would require a complex system of determination of entitlement and distribution. Moreover, the distribution would have virtually the same accounting effect as buying the car for the President.
Of course, if the Masonian Government's cheque, for the President's car, had reached the Bank of Masonia before its cheque for the bank notes to pay the staff, it would have been the latter cheque that would have potentially "bounced." Thus, the bank notes – though printed and ready – would not have been possible to issue to the Government's pay clerks, unless the Bank of Masonia had created the loan account for the Government. Again, the result, in accounting terms, would have been exactly as before.
The Government as the “Monetary Authority”
Another way to look at the "printing" or creation of money by a government is to disregard the banking system altogether. Instead, assume that all the banking is done directly by and with the government. Suppose, for example, the above balance sheets of the Government, Bank of Masonia and Masonia Commercial bank were all combined. Then assume that all the "internal" transactions were cancelled out. Thus, the M125,000 deposit of the Masonia Commercial Bank with the Bank of Masonia would be eliminated; so would the M50,000 loan by the Bank of Masonia to the Government. 
What would remain would be the following balance sheet, in the name of the government, now serving also as both the central and commercial banker:

GOVERNMENT OF MASONIA
----------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES





     M                                                               M
Foreign Currency 


100,000
Deposits of Customers:
Budgetary Deficit
 

  50,000

General
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Masonia Mercedes

50,000








Bank notes in 








      Circulation
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----------
   



           ---------




 
150,000



    
           150,000

                                                            ======
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                      ======
Here, it may be more clearly seen that the cheque payment to Masonia Mercedes is nothing more than an IOU. There is no asset to back it. Instead, there is a budgetary deficit. This is only an implied promise that the government will levy taxes to meet its liabilities, should all the depositors require repayment. However, in practice, how could such withdrawals be effected? In at least three ways. Firstly, there could be cheque payments to other bank customers, which would end up by merely transferring deposits – with the government – from one customer to another. In this case, the total amount of deposits would remain exactly the same: they would just have different names. 
Secondly, all the depositors could ask to be paid in cash. In this case, the government would actually print another M125,000 worth of bank notes, to complement the M25,000 worth already in circulation. As these would be only "fiat" money, they would not be backed by any assets, so the budgetary deficit would remain. In either of these cases, there is potential for inflation. "Printing" the extra M50,000 resulted only in the transfer of an existing asset from one entity to another. It also left the uncollected taxes in circulation, to be spent on other goods.
Interestingly, if the inflation were to occur, the note issue would, itself, be a tax. This is because the government would have appropriated to itself real resources - the car - now denied to the private sector. In fact, one of the reasons why developing countries have found it necessary to "print" money is because the tax collection systems have been so inefficient. Thus, the creation of money serves as a convenient (if extremely arbitrary) tax system, albeit with other, very serious, economic consequences. Almost always, it eventually goes completely out of control! (e.g. in Zimbabwe, in 2007-08!)
Finally, the depositors could seek to be paid in foreign currency. Typically, where exchange controls were in place, the government could just simply refuse – requiring that the depositors be paid in local currency – bank notes – instead. However, even if the government accepted that the all the needs for foreign currency were legitimate, no more than the M100,000 worth of available foreign currency (or gold) could be paid out. At this point, Masonia's foreign currency reserves would be exhausted. Claimants for the remaining M50,000 worth would be out of luck, unless the government was willing and able to acquire the necessary additional foreign currency. This might be either by a loan or (say) a foreign aid grant
. Borrowing would, of course, commit both the government (legally) and the national economy (resource-wise) to repay the loan at a subsequent date, in convertible foreign currency
. 
The postulation of the elimination of the banking system might be regarded, by some observers, as a more realistic presentation of a country's monetary position, anyhow. For example, even in the United States, especially with respect to the savings and loan disaster, it could be argued that such a postulation merely eliminates, in effect, mere artifacts – such as prosperous-looking banking premises and taxpayer-supported deposit insurance.
As with other examples in this text, there is sound historical grounding. To quote from Professor John Kenneth Galbraith
:

`But a central bank was not essential; the paper money of the American colonies before the Revolution, the assignats that helped finance the French Revolution, the Continental notes that paid Washington's armies and the Greenbacks of the American Civil War were all issued by governments on their own. And when the volume outstanding could no longer be sustained by the state from any available metal, conversion of the notes back into hard coin would be suspended. To the economic lexicon was then added a new phrase: "They have gone off the gold standard." '
Professor Galbraith's words might apply equally to the ongoing "revolutions" of developing countries, against "poverty, ignorance and disease." They would be especially apposite for those many newly independent nations operating with nationalized banking systems. Masonia might well be a case in point.
There are also serious questions, even for such industrialized countries as the United States or the United Kingdom, as to whether the existence of "private" banks actually diminishes the "public" nature of the banking system. Some, indeed, would argue that the U.S. Federal Government so-called "bail-out" of seriously troubled banks (such as Continental Illinois) and later, of the entire savings and loan industry, is merely a different way of operating a nationalized banking system!

A Multiplier Effect
After the above diversion into a non-banking situation, assume the continued existence of the earlier banking system. Here the creation of money is still not finished. Reference to the balance sheet of the Masonia Commercial Bank shows that its balance sheet has assets – balances at (i.e. claims against) the Bank of Masonia – amounting to M125,000. Typical banking practice would include establishment of rules by the Bank of Masonia, in its regulatory capacity, that commercial banks respect "reserve requirements."
These are closely analogous to the reserve requirements which, for the sake of prudence, the old-time Natwest Bank imposed upon itself, regarding its gold reserves. Nowadays, this prudence will normally be imposed by a central bank, upon all commercial banks within the banking system. It is usually done in exchange for the privilege given to commercial banks to borrow, in emergencies, from the central bank. 
Thus, such reserve requirements are imposed, for example, by the U.S. Federal Reserve Board, the Bank of England and (in this illustration) the Bank of Masonia. 
Suppose the Bank of Masonia, therefore, requires that Masonia Commercial Bank (and all other commercial banks, if any) keep a minimum of 50% of its liabilities to depositors in "cash." This would mean that, initially, the Masonia Commercial bank could lend the commercial firm of (say) Masonia Manufactures (an agro-industry) M50,000. 
It would do this by authorizing it to draw cheques up to the limit of this amount. Further suppose that Masonia Manufactures buys commodities from Masonia Growers, paying by cheque, for M50,000. Masonia Growers would deposit the cheque into its own account at the Masonia Commercial Bank, which would, in turn, debit the loan account of Masonia Manufactures. 
The balance sheet would then show:

MASONIA COMMERCIAL BANK
ASSETS





LIABILITIES





      M




         
         M
Bank of Masonia  


125,000
Deposits of Customers:

Loan - Masonia




General


                75,000

  Manufactures
 

  50,000
Masonia Mercedes

     50,000







Masonia Growers

     50,000





----------




   ----------





175,000




   175,000





======




   ======
This shows that the commercial bank is still well within its reserve requirements. In fact, the commercial banking system, portrayed by the Masonia Commercial Bank, could lend out a further M75,000 and still be within its reserve requirements. Were this to happen, its balance sheet would show:

MASONIA COMMERCIAL BANK
ASSETS





LIABILITIES
                                                      M                                                            M
Bank of Masonia  


125,000
Deposits of Customers:

Loans - Masonia
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  50,000
   Masonia Mercedes
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----------




    ----------





250,000




    250,000





======




    ======
Thus, the Masonia Commercial Bank could (just) pay out 50% of its depositors in "cash" and still retain its reserve requirements provided the payees re-deposited their cheques in the same bank (or banking system).
Market Borrowing by Government
Now suppose that the Government of Masonia wishes to raise further loans – say for a new road construction. The Treasury consults with the Bank of Masonia, which advises the Government to issue public debt instruments, say Treasury Bills. The Government then sells, in the Masonia money market – or by private placement – M100,000 of debt instruments. Of these, M40,000 are purchased, let us say, by Masonia Mercedes, because - hit by the exchange control - it has idle funds, which might as well be earning interest. The remaining M60,000 are purchased by other commercial customers. 
The purchasers send their cheques to the Treasury in exchange for the Treasury Bills, which they store at home or in their safety deposit boxes at the bank. Their cheques, however, will be deposited in the Government's bank account at the Bank of Masonia.
This changes its balance sheet as follows:

BANK OF MASONIA
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       ======
The Government loan, in this case, does not appear in the Bank of Masonia balance sheet, because the money has not been borrowed from it. Instead, the Government's own balance sheet would show:
GOVERNMENT OF MASONIA
---------------------------------------------------------------------------------------------------------------
"ASSETS"





LIABILITIES





      M





         M
Deposit - Bank of
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Masonia
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Treasury Bills
    
   
    100,000
Budgetary Deficit


  50,000
Bank of Masonia
     
      50,000


----------




    ---------


150,000
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======
    



    ====== 
The cheques for the Treasury Bills would then be forwarded to the Masonia Commercial Bank, to be credited against the Bank of Masonia and debited to the customers who purchased the Bills. The balance sheet would thus show:

MASONIA COMMERCIAL BANK
---------------------------------------------------------------------------------------------------------------- 
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LIABILITIES





     M





         M
Bank of Masonia  
 

25,000

Deposits of Customers:

Loans - Masonia
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                 90,000

   Manufactures
 
            50,000

Masonia Mercedes

     10,000

   Others

 
75,000

Masonia Growers

     50,000





---------
   



   
   ----------




          150,000
    



    
   150,000




          ======
   



               ======
"Crowding Out"
Now, for the time being at least, the Masonia Commercial bank is in trouble! Its reserve position has been slashed drastically. Against deposits of M150,000, it has only M25,000 in "cash" – deposits at the central bank. It would have to call in M100,000 of its loans – say M25,000 from Masonia Manufactures and all of the others. However, where would these customers get the money for repayment? Unlike the government, they cannot create or "print" it. It would have to come from their earnings from commercial transactions. 
Suppose, therefore, that Masonia Growers buys M20,000 worth of goods and services from Masonia Manufactures and that Masonia Mercedes buys M5,000 worth. Also, suppose that other customers buy M75,000 worth of services from the other loan customers of the Masonia Commercial Bank. 
Temporarily, the balance sheet would show:

MASONIA COMMERCIAL BANK
----------------------------------------------------------------------------------------------------------------
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LIABILITIES
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Bank of Masonia  
 

25,000
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Loans - Masonia
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          150,000
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          ======
   



   
    ======
The loans can now be paid off against deposits, with the balance sheet showing:

MASONIA COMMERCIAL BANK
--------------------------------------------------------------------------------------------------------------
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Bank of Masonia  
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      50,000





=====
   



   
      =====
Reserve requirements have now been restored, but at a savage cost in terms of the level of commercial business. The Government, by borrowing the M100,000 from the commercial market-place has (temporarily) "crowded out" the private sector, reducing its loans by a corresponding amount. Looked at another way, customer deposits at the Masonia Commercial Bank have been reduced from M150,000 to M50,000.
If the lenders had sold commercial bonds to redeem their bank debt, these would still have had to be paid for by the other customers of the commercial banks – just like the sale of goods. Thus, the balance sheets of the Masonia Commercial Bank would have been the same as that of the last two, above. The net financial positions of the borrowers would also be the same. However, instead of reducing their assets – goods sold from inventory – they would have increased their liabilities – bonds.
Central Bank Support for the Commercial Bank
There is a need for caution here. The so-called "crowding out" has only occurred in "nominal" or "token" terms. Bear in mind that the government still has M100,000 which it intends to spend on road construction. Thus, it might well have been premature for the Masonia Commercial Bank to have been required to call in its loans, to restore its reserve requirements. Instead, the Bank of Masonia might have allowed the Masonia Commercial bank to borrow from it, temporarily, to restore (sustain) its liquidity
. 
Thus, re-examine the balance sheet of the Masonia Commercial Bank before the "credit squeeze." It appeared as follows:

MASONIA COMMERCIAL BANK
------------------------------------------------------------------------------------------------------------------
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Bank of Masonia  
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          ======
The central bank would have to lend the commercial bank, temporarily, M100,000, by increasing its deposits at the central bank. The balance sheets of the two banks would then show:

BANK OF MASONIA
-------------------------------------------------------------------------------------------------------------------
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LIABILITIES
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Foreign Currency 
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Government Loan
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100,000
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======
    

                              ======
MASONIA COMMERCIAL BANK
-----------------------------------------------------------------------------------------------------------------
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         ======
Technically, the Bank of Masonia has created money, by restoring to the economy the purchasing power taken away by the government borrowing. It is in a very similar situation to having, itself, lent the money to the government. Instead, it has, in effect, provided the money to enable other lenders to buy the Treasury Bills. It is legitimate, or at least considered “acceptable”, to do this, however, because the credit squeeze is only temporary. 
Government Capital Expenditure
The Government, remember, has raised the loan to construct a road. Suppose it now does this. To keep things simple, assume that it pays the contractor, all at once, the entire M100,000. 
The government's balance sheet, if reflecting commercial accounting principles, would have shown:

GOVERNMENT OF MASONIA
-------------------------------------------------------------------------------------------------------------------
"ASSETS"





LIABILITIES
   




      M                                                                       M         
New Road
    


100,000
Loans Outstanding:
   Mercedes Car   

              50,000    
Treasury Bills
    

      100,000







Bank of Masonia
  
        50,000





----------
    



      -----------
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In practice, however, the balance sheet – or what goes for one – would show the following:

GOVERNMENT OF MASONIA
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       =======
The government cheque, say to Masonia Construction, would be deposited into the construction company's account at the Masonia Commercial Bank. It would then be credited to the account of the commercial bank at the Bank of Masonia. The two bank balance sheets would then show:

BANK OF MASONIA
------------------------------------------------------------------------------------------------------------------
ASSETS





LIABILITIES
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Foreign Currency 


100,000
Depositors: 
     
Government Loan
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Masonia Commercial
Masonia Commercial
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MASONIA COMMERCIAL BANK
------------------------------------------------------------------------------------------------------------------
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Bank of Masonia  


225,000
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                                ======
The temporary loan from the central bank to the commercial bank can now be eliminated, by offsetting deposits against loan accounts, leaving balance sheets as follows:

BANK OF MASONIA
---------------------------------------------------------------------------------------------------------------------
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MASONIA COMMERCIAL BANK
------------------------------------------------------------------------------------------------------------
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    250,000





======
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Central Bank Discount Rate
For the time period during which the Masonia Commercial Bank had borrowed the M 100,000 from the Bank of Masonia, the Commercial Bank would be charged interest, at the Central Bank “Discount Rate.” For simplicity, let us suppose this to have been 3.65% p.a. Thus, for one year, the interest payable on the $100,000 would have been $3,650. For 100 days, it would have been $1,000 and for (say) 10 days, it would have been $100. For an overnight (repo) loan, the interest would have been $10
.
Budgetary Politics
In this case, the Government raised a loan for the road construction without it resulting in the creation of new money. Instead, the Government appropriated to itself some economic resources which were, as a result, denied to the private sector. This shows the real concern about so-called "crowding-out." It relates to the use of resources by government through borrowing. 
Virtually no-one, except an extremist or a lunatic, would argue that private sector expenditure is always preferable to public expenditure. Indeed, as in this case, much public infrastructure can be efficiently provided only by Government borrowing, followed by taxation to meet the debt service. 
The typical argument among economists and politicians concerns whether, at the margin, any additional borrowing or taxation by government would have as an alternative been more productively spent by the private sector. The position is usually made more difficult because central (or federal) governments usually borrow for their marginal expenditure without clearly distinguishing whether it is for "capital" or "operating" expenditures. It is just presented as covering a (so-called) "budgetary deficit." Often, this is little more than an emotive term, rather than a clear accounting distinction. It creates just the kind of obscurity and clouding of the issues so beloved by politicians. Thus, their attitudes are, typically, "don't confuse me with the facts - my mind is made up. And – if politically expedient – I can change it tomorrow without too much loss of face!"
The road construction might well, in the example, increase the productivity of the commercial sector, through improved transportation of goods. It might, on the other hand, merely provide access by the public to a recreational area. Would the latter be a "waste of money?" At worst, of course, there might be "a road to nowhere
" providing only a payoff to the contractor! In the accounts it could, conceivably, appear as an asset - conceptually it would be a "welfare" or "transfer" payment, albeit an illegal one, resulting in no gain for the economy.
Conversely, payments commonly thought of (pejoratively) as "welfare" might well prove to be productive. For example, if the money had been borrowed to restore the well-being and productive capacity of a community devastated by a natural disaster, this might well be a very productive use of resources. Yet no new government "asset" would have been created, from an accounting perspective.
In any event, borrowing by the Government, in this instance, was assumed to be in the market-place, backed by its "full faith and credit." At the margin, therefore, it is competing with the private sector. This is because users of the products of commercial companies – companies financed by their own borrowing – can either pay the prices for their products – or go without. Correspondingly, in a democratic system, the general public can either – collectively – pay the taxes to support public debt service – or vote the government from office. 
The problem, of course, is that consumers can make a continuous series of commercial choices, day after day, for a variety of reasons. Governments, however, are voted into or out of office only once in a long while – on an “all or nothing” basis.
Foreign Financing
Suppose now that the road construction by the Government of Masonia was to be carried out by a British contracting company. This might be because the road construction resources of Masonia were inadequate to handle the task. In this case, part of the cost would need to be paid in pounds sterling. This would be for the importation of foreign materials, equipment and expertise. The remainder of the cost, typically for local labor and other local resources, would be paid for in masons. 
Assume that the British company quoted a price of £25,000 plus M55,000. If the exchange rate was M1.8 to the £, the £25,000 would be equivalent to M45,000. Added to the local currency cost of M55,000, this would give the £100,000 originally spent. However, part of this would be used to buy sterling pounds, from the Bank of Masonia's foreign currency reserves. 
The Bank of Masonia, in effect, would give the British contractors a sterling cheque, for £25,000, drawn on its account at the Bank of England, in exchange for a cheque for M45,000 from the Government. If, in addition, the local costs were paid (directly, or via the British contractor) to (say) Masonia Construction, in return for marshalling and managing the local resources, the balance sheets of the two banks would appear as follows:
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An important thing to note, in this case, is that the "Foreign Currency" balance at the Bank of Masonia has fallen from M100,000 to M55,000. Although this has resulted from the appropriation of reserves by the Government, for the foreign costs of road construction, the reserves do not belong to the Government – but to the nation. They represent the total claims of the Government, businesses and households upon the resources of the rest of the world. There is, thus, competition for them. 
The Government, as already illustrated, requires them for development projects; the commercial sector needs to import goods to include in local production or for re-sale; individuals wish to travel abroad, either on business or for recreation. Thus, to maintain an adequate supply of foreign currency, it must be earned by the export of goods and services, borrowed abroad or received in the form of foreign aid.
Now suppose that, prior to the road construction project, approval was received for a loan from the World Bank. Cost estimates prepared prior to the project resulted in a loan of US$50,000. This is intended to cover all the foreign exchange costs, with the remainder being a contribution to local costs.
Again, in simple terms, assume the World Bank to pay the British contractor directly. This is a fairly common practice for the procurement of goods, less so for services and construction costs. However, from an accounting point of view, even if the foreign costs were first paid by the Government and then reimbursed by the World Bank, the net result would be the same.
Thus, the £25,000 of pounds sterling would – at an exchange rate of (say) $1.55 to the £, use up $38,750 of the World Bank loan. The remainder of the loan, $11,250, would be used by the World Bank to purchase masons from the Bank of Masonia, which it would then lend to the Government. At $1.55 to the £ and at M1.8 to the $, this would acquire M13,065 (approx). 
So, adding together the foreign currency (M45,000) and the local currency (M13,065) lent by the World Bank, would give Masonia a total loan of M58,065. It would, therefore, need to raise M41,935 locally.
The balance sheet of the Government would now appear slightly differently, as follows:
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The balance sheet of the Bank of Masonia would also be changed. Immediately after the purchase of masons by the World Bank it would have appeared as follows:
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Then, after the World Bank had lent its local currency deposit to the Government, the balance sheet would show:
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The Masonia Commercial Bank's deposit at the Bank of Masonia has been reduced by the M41,935 raised in Treasury Bills, from M125,000 to M83,065. It is assumed that Masonia Mercedes still buys M40,000 of Treasury Bills, with the remaining M1,935 being raised from other commercial bank depositors. 
The Government's deposit correspondingly increases, from M13,065 to M55,000. It then draws a cheque for this amount, as before, to pay Masonia Construction for marshalling the local resources. This increases the balance of the Masonia Commercial Bank back to M138,065, as this money flows back to the private sector and is deposited in the commercial bank. The balance sheets of the Bank of Masonia and the Masonia Commercial Bank will now appear as follows:
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Thus, the intervention of the World Bank has assisted the Masonian government and economy in a number of ways. First, it financed the entire foreign currency cost, together with part of the local currency cost, of the road project. Second, this enabled Masonia to keep its foreign currency reserves for other purposes. Third, the coverage of some of the local currency costs by a foreign currency loan added even more to the foreign currency reserves, to be used for other purposes. Finally, the Government needed to raise fewer Treasury Bills, locally, thus reducing the "crowding out" potential in appropriating local economic resources.
Overall, the loan has transferred, for the time being, into the Masonian economy, additional claims upon the resources of the world, to use for commercial or public sector activity. In return, the Government of Masonia promises to service its foreign public debt, by interest and amortization payments to the World Bank. For this purpose, it will appropriate some of the nation's foreign currency earnings, to hand these back to the rest of the world, reducing Masonia's claim on world resources.
Open Market Operations
The present reserve ratio of the Masonia Commercial Bank is 138,065/263,065 = 52.48%. This provides for a limit on any additional lending, because the Masonia Commercial Bank is virtually at the legal limit, with no margin of safety. 
Suppose now that the Government and the Bank of Masonia consider that the economy needs a boost by some additional liquidity. This could be accomplished by the Bank of Masonia carrying out "Open market operations." Masonia might contact the small number of Treasury Bill brokers to see if it can buy some of these from their holders. 
By a coincidence, assume the brokers have been approached by Masonia Mercedes, with an offer to sell its M40,000 worth of Bills. It seems that the improvement in the nation's foreign currency position has encouraged Masonia Mercedes to speculate on the possibility of being able to acquire the foreign currency to import another car. So, the brokers are able to arrange a trade. 
Ignoring brokerage commission, the Bank of Masonia will pay the M40,000 to Masonia Mercedes, with a cheque drawn on itself. Masonia Mercedes will deposit the cheque into its own bank account at the Masonia Commercial bank, which, in turn, will send it back to the Bank of Masonia. The central bank will then credit the account of the commercial bank. The two bank balance sheets will then appear as follows:
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The reserve ratio of the commercial bank has now improved, somewhat, to 58.75%, giving a small opportunity for the bank to expand its lending. Where, however, did the Bank of Masonia get the money to buy the Treasury Bills? As before, from nowhere! In effect, it "printed" the money, just as if it had taken new mason notes to the bill brokers' office and handed these over in exchange for the Treasury Bills. Masonia Mercedes, if paid in cash, would no doubt have deposited this in its account at the commercial bank, creating the same situation as above. Once again, the Bank of Masonia has created money!
Private Foreign Purchases
Suppose that Masonia Mercedes wants to import another car, a less expensive one than the president's. It costs €50,000 in Germany, equal to M30,000. Masonia Mercedes asks the Masonia Commercial Bank to set up a letter of credit in Wolfsburg, Germany, for €50,000. If this were done, Masonia Commercial Bank would debit the account of Masonia Mercedes with M30,000 and use the proceeds to buy the foreign exchange cover from the Masonia National Bank. The bank balance sheets would then be as follows:
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When the appropriate shipping documents for the car are presented to the German commercial bank in Wolfsburg, it will release the Euros (€.50,000) to the Mercedes car company and the car will be shipped to Masonia. 
Exchange Control and the Black Market
Suppose, however, that the Bank of Masonia refuses permission for the release of the foreign currency for the car purchase. Masonia Mercedes must then – short of bribing an official at the Bank of Masonia (!) – either wait in line, perhaps for months, or attempt to use the "black market." Whenever commodities – including foreign currencies – are administratively rationed there will, almost always, be a black market. This is where transactions take place in relative secrecy.
Sometimes, this is legal
. The Government of Masonia might say, for example, "we do not have enough – ‘official’ foreign currency for all the nation's needs. However, we know that commodities – say, coffee – are being smuggled out of the country and we are powerless to prevent it. If the earners of the resulting foreign currency wish to trade it for local currency, this will facilitate imports for Masonia, which it might otherwise not have. Also, we save on the administrative costs of exchange control and of the investigation, trial and imprisonment of wrongdoers."
In some countries, however, exchange control is very rigidly enforced. At one time, for example, the former Soviet Union executed black marketeers! Other countries still impose stiff fines or imprisonment. Indeed, there cannot be a total disregard of the need for foreign currency by the central bank – if only to provide the funds to service the foreign public debt. This is because governments, in general, are not substantial earners of foreign currency, through commerce, unless there are nationalized companies which engage in foreign trade, such as oil, airline and shipping.
Countries are, nowadays, almost always encouraged – by international entities (e.g. World Bank, IMF, etc.) – to establish "open economies" whereby foreign exchange controls are relaxed, by the use of market prices.
Suppose, however, that the manager of Masonia Mercedes, Mr Green, knows that his friend, Mr. Brown, from England, is to visit Masonia on a business assignment, staying for about one year. Mr Brown expects his living expenses in Masonia to be about M45,000 equivalent (at the official exchange rate) of £25,000. Mr. Green arranges for Mr. Brown to bring to Masonia a sterling bank draft for £20,000, payable to Masonia Mercedes. In return, Masonia Mercedes agrees to meet all of Mr. Brown's local living expenses, whilst in Masonia. 
The sterling draft is then used - at the exchange rate of €3.0 to the £ - to establish a letter of credit at the German bank for €60,000. This is enough to purchase the car and to leave a balance in the account. However, it has cost Masonia Mercedes not M36,000 (at the official exchange rate of M1.8 to the £) but M45,000 (at the "black-market" rate of M2.25 to the £). 
This, of course, is the penalty for operating on the black market. Indeed, some countries have actually offered a "dual exchange rate." Suppose Masonia did so. An example might be where it allowed tourists to change foreign currency at 2.25, to encourage them to come, thus earning foreign currency perhaps not otherwise obtainable. However, foreign currency might – perhaps unwisely – be bought from coffee exporters only at a price reflecting the 1.8 exchange rate. This would discourage the coffee-producers from using "official" export channels and drive them to the black-market and to smuggling. Imports considered "essential" might be permitted at the rate of 1.8, with all other imports at 2.25. 
As has often happened, this system could create serious economic distortions. It will likely encourage imports and discourage exports. It will also create administrative costs for the exchange control process, which may well not work, anyhow.
The example given illustrates one aspect of "capital flight." This, in effect, is the secret – and often illegal – holding of foreign currency accounts abroad by nationals, instead of selling the currency, through authorized dealers (usually commercial banks), to the central bank. 
Thus, the visiting Mr. Brown, on arrival in Masonia, should (more properly) have deposited his sterling cheque with the Masonia Commercial Bank. Instead, he might have used sterling travellers cheques or a letter of credit - it would all have amounted, essentially, to the same thing. He would have then received bank notes and/or a bank deposit, of M36,000 (at the official – 1.8 – rate) or M45,000 (at a "concessionary" – 2.25 – rate). 
At the official rate, the M36,000 would have been insufficient to cover his expenses. This illustrates Masonia's dilemma. Mr. Brown might decide to bring in additional foreign currency to make up the difference. Alternatively, he might decide that it was not worth visiting Masonia at all. 
In the latter case, Masonia might well have lost valuable expertise. This might not have shown a direct money gain in the books of the Government or of the Bank of Masonia, but still have represented a net gain for the economy. Suppose, for example, Mr. Brown was a coffee-growing or processing expert, whose skill would result in enhancing the quality and quantity of Masonia's  (hitherto lower-grade) product on world markets. His failure to work in Masonia could well result in a far greater economic loss than any potential gain from exchange controls.
The position could have been exacerbated, for Masonia, if Mr. Brown were paid by Masonian residents, in masons. Suppose his local salary to have been M20,000, of which he manages to save (say) M5,400. At the 1.8 exchange rate, he could buy £3,000 – from the Bank of Masonia – to  repatriate to Britain. If a more appropriate official exchange rate were 2.25, he would have been able to purchase only £2,400, reducing the drain on Masonia's foreign currency reserves. 
This is an example of "over-valuation of exchange rates," a common occurrence, in the past, in many developing countries. One result was to encourage (and to increase the benefits of) "capital flight." Its dual effect was to worsen confidence in a nation's potential economic performance (secretly by public officials, as well as by businesses and residents) and then to provide a means of mitigation for a few fortunate individuals – usually the rich and powerful – at the expense of everyone else.  
Conclusion
The story of Masonia's money is clearly fictitious and simplistic. What it claims to do, however, is to make some of the more important concepts of national and international banking and finance come alive in a coherent manner. It may thus provide a basic framework for the non-economist, in understanding economic reports, articles, and texts. It is written by an experienced international financial professional to assist those who need to move beyond a mere mental representation of individual policies and principles. Instead, the analogies – grounded in an everyday language – offer a more comprehensive understanding of the harmonization of these concepts, in the implementation of meaningful actions.

� There was a modern metaphor. In Ukraine, the Hryvnia was introduced, as national currency, in September, 1996. It replaced the 'Coupons' ('Karbovanets') which were a temporary currency, used in Ukraine during the period of separation from the ruble zone, of the former Soviet Union. When the author visited Kiev, before September, 1996, his hotel would accept, as payment, only US$ bills (money). It would not accept either US$ travelers checks, nor Ukrainian ‘coupons’. So, the author had to take a taxi to special (tourist) bank office, in a distant place in Kiev, through heavy traffic, exchange his US$ travelers checks into US$ bills, bring them back, again by taxi, to his hotel and pay his account. The hotel promptly paid the US dollars into its own bank account. It was credited with Ukraine “Coupons” at the current exchange rate. [Only the US$ were trusted, as being “as good as gold!” Local money was disdained! [Inflation was very high. One laundry bill, at the hotel, was for 16 million coupons!]


� Named for a (mythical) national bank, located in the ancient (commercial) city of Westminster, adjoining the old (banking) city of London. The existence of a large modern commercial bank, of the same name, is coincidental. As a matter of modern history, The Natwest Bank (full name: National Westminster Bank) in the UK, is wholly owned by the Royal Bank of Scotland. This bank has recently become illiquid (i.e. it has run short of cash) and has had to issue shares to get more money into its tills and strong-rooms, to serve its customers. It has also needed to call in many of its loans, so as to convert assets which are legal claims into actual cash! [It gets even sillier! There is, still, very little actual cash! The claims against its loan customers and also the cash balances are BOTH, in reality, just electronic blips on computer screens. Thus, the bank, in calling upon its customers to pay off their loans, is actually saying: “Please exchange the computer blips that we pretend are legal claims into computer blips that we pretend are banknotes!” Even sillier, still, perhaps, the Natwest Bank can count as “cash” any bank balances (i.e. computer blips!) that it holds (lays claim to) at the Bank of England! These are backed by loans to the government, as assets!]


�.  Or, (as we saw in footnote 2), in the twenty-first century, it is ALL imaginary. For example, in the October 2008 grant of “money” – up to $700 billion – to “bail out” the US banking system, by the Federal Government, there is NO money, at all! There is just the full faith and credit of the people of America, backed by a willingness to pay taxes, to service up to $700 billion of debt, held by other Americans and by foreigners, who will be laying claim to some of the Federal Government’s computer blips! [Indeed, when, on 30 September, 2008, the national debt of the USA passed $10 trillion, for the first time, the computer screen that shows the “National Debt Clock” ran out of digits (“blips”) and there was a need to improvise!


� This is a very close analogy to the US Financial Crisis, of Sept./Oct. 2008. Investors initially THOUGHT that their monetary investments in “derivatives” (financial cocktails!) were worth their face values, when they were actually worth much less. This was because the cocktails included “sub-prime mortgages” which could not be repaid by borrowers. Indeed, not knowing how much less, caused the credit markets to freeze up, because nobody wants to buy anything that has no known value!


� In the UK, a bank teller is referred to as a bank clerk.


� In modern banking practice, minimum reserve requirements are typically imposed by the central bank (Federal Reserve, in the USA) or some branch of a central government regulatory system, often at a “ministry of finance”.


� And, very much less secure, if they had been lent to people with poor credit, to buy houses! [As in USA in 2006/2007!]


� It is interesting to note the extreme contrast. When the Berlin Wall was standing, some East Germans sacrificed their lives to escape through it, to West Germany. They were often shot dead, by East German border guards – in a “run on the wall!”


� The failed insurance system was run by the associations themselves, under the state law, but presented in a way which encouraged people to think that there was publicly funded insurance. The federal savings and loan scandal was caused differently. In this case, a federal government agency had (de facto) insured virtually all deposits, allowing increasingly dubious lending operations, without regard to financial prudence. The savings and loan associations (and their depositors) all "knew" that the deposits were "as good as gold." This is called, in economics, “moral hazard.”


� George Akerlof,  � HYPERLINK "http://en.wikipedia.org/wiki/Michael_Spence" \o "Michael Spence" �Michael Spence� and � HYPERLINK "http://en.wikipedia.org/wiki/Joseph_Stiglitz" \o "Joseph Stiglitz" �Joseph Stiglitz� jointly received the � HYPERLINK "http://en.wikipedia.org/wiki/Nobel_Prize_in_Economics" \o "Nobel Prize in Economics" �Nobel Prize in Economics� in � HYPERLINK "http://en.wikipedia.org/wiki/2001" \o "2001" �2001� for their research related to asymmetric information. The paper by Akerlof  was “The Market for Lemons.” It describes the interaction between quality variations and the lack of credible � HYPERLINK "http://en.wikipedia.org/wiki/Asymmetrical_information" \o "Asymmetrical information" �information�. This can lead to the disappearance of a market, where guarantees are indefinite. In this model, as quality is undistinguishable, beforehand, by the buyer, incentives exist for the seller to pass off a low-quality product (e.g. sub-prime mortgage derivatives) as higher-quality ones. As a consequence, markets may fail to exist altogether in certain situations involving quality uncertainty. [Only a sucker, therefore, will buy the product. In this case, the sucker is Uncle Sam! In a peculiar way, The US Federal Government and the wealthy investor, Warren Buffet (who bought shares in some troubled financial institutions), have similar characteristics. Both have a virtually unlimited supply of capital and both can afford, as a last resort, to lose it!] Examples of poor quality assets include the market for used cars, the dearth of formal credit markets and the unavailability of health insurance (in the absence of government programs, such as � HYPERLINK "http://en.wikipedia.org/wiki/Medicare_%28United_States%29" \o "Medicare (United States)" �Medicare�)


� This emanates from the British Revolution of 1688, and the ensuing “Bill of Rights” signed by William and Mary, after the overthrow of James II. The relevant clause reads: “...That levying money for or to the use of the Crown (i.e. executive) by pretence of prerogative, without grant of Parliament, for longer time, or in other manner than the same is or shall be granted, is illegal”. This Bill of Rights was claimed for the American Revolutionaries as their entitlement to the “Rights of Englishmen” and the specific clause mentioned is the basis for the revolutionary cry “No taxation without representation!”. Its remedy is now embodied in Article I, Section 8 of the U.S. Constitution. [However, Section 7 requires that: “All bills for raising revenue shall originate in the House of Representatives.” For this bill, the passage originated in the Senate. This would be unconstitutional, but for the fact that it was added to a bill already passed by the House!! Some observers still think it was dubious!]


� The gross national debt, compared to GDP (how rich we are),  reached its lowest level since 1931 as Reagan took office. It skyrocketed for 12 years through Reagan and Bush I. Clinton reversed it at a peak of 67%. Bush II crossed that line on Sept. 22 and hit 69% on Sept 30. That's the highest it's been since 1955 (53 years ago), which was during the recovery from WWII . 


� It is an almost immutable rule of (sub-sovereign) public finance that borrowing to cover operating expenses is strictly forbidden. Indeed, it is known as a “Golden Rule!” Nonetheless, it what seems to be “the exception that proves the rule”, the State of California was pleading for a Federal Government loan, of $7 billion, to cover its operating expenses, almost concurrently with the House of  Representatives final and affirmative vote!


� To the extent that the debt is held by foreign residents, it comprises the foreign indebtedness of the USA. This must be redeemed by the export of goods and/or  services to other countries, though not necessarily to those holding the debt. Foreigners now hold well over $14 trillion of U.S. assets, more than a 100 percent of U.S. gross domestic product (GDP). Foreigners, mainly foreign central banks and government investment funds, hold more than $2.5 trillion in U.S. Treasury securities alone. Incredibly, the United States absorbs roughly 70 percent of all net saving produced by the world's current account surplus countries, including China, Japan, Germany and the oil exporting countries. Borrowing on this scale by any large country, much less the world's pre-eminent economy is unprecedented in modern world history. [Brookings Institution – Oct 3]





� It was also “as good as God,” because monarchs traditionally claimed that their power, under the “Divine Right of Kings” came from God. The established churches supported this nonsensical claim, because it gave them great political influence and wealth. In England, before the Reformation, the Archbishop of Canterbury was a member of the English royal court! He is still (2008) a member of the House of Lords!


� Originally, because the debt certificates were edged in gold – but the metaphor is equally important.


� Many economists argue that a nation’s monetary policy is more efficiently managed, the more independent is the central bank from claimed central government “interference.” The British newspaper, “The Economist,” supports this view.


� The US Federal Reserve system is organized differently from most other central banks, but it serves the same purposes. In particular, there are twelve separate “Federal Reserve Banks,” located throughout the country in major cities, although no t in Washington DC. These are partially owned by the commercial banks of the regions in which they are located. Major monetary policies are, however, determined by the Federal Reserve Board, which is in Washington. The Federal Reserve’s major monetary transactions, including those relating to foreign currency, are performed by the Federal Reserve Bank of New York. However, it is acting as an agent of the Federal Reserve and not independently.


� Connected with WWII, there was a significant international argument around the claim that Nazi Germany had “stolen” the gold reserves of a conquered country: Czechoslovakia. It later transpired that the gold, whomever legally owned it, was stored in the vaults of the Bank of England, so that the dispute was really about a book-keeping entry! [It would, nowadays, be over a set of computer blips!]


� A declaration is an utterance in which some�one, with the authority to do so, brings something into being that wasn't there before (Fernando Flores).


� This (Latin) expression is sometimes used by economists to mean “all other things being equal” or “ignoring everything else, for the purpose if this illustration.” Clearly, any government will have hundreds, if not thousands, of different items in its balance sheet – but in the example, these are not relevant.


� Note that the heading "ASSETS" is in quotes. This is because there is some doubt about the distinction, when identified as a budgetary deficit. Some accountants would argue that this is a "fictitious asset", others might state that the heading should read "ASSETS AND FUND DEFICIENCIES." These are accounting technicalities that need not detain us here, except to show that language, especially jargon, can cause or add to perceptual confusion.


� For example, by 2007, the USA had experienced a continuous series of annual budgetary deficits. Some of the money had been used to fight the wars in (but not against!) Iraq and Afghanistan. That some of it was used to buy assets: tanks; arms; and body armor, there was no doubt. That some of these assets had been destroyed in combat, or lost to fraud and corruption, there also is no doubt. Whether the wars have been “lost”, or are “doing some good,” are matters of serious political contention!


� In the 1980’s, for example, this paper’s author asked the central Bank of Uganda, East Africa, what was the nation’s largest earning source for foreign currency: coffee; cotton; tea; or, copper. The answer was: “foreign aid!” 


� To help developing countries, the World Bank has sometimes allowed governments to make their contributions to the World Bank capital in local currency. This is then held, in an account of the World Bank, in a bank (or the central bank) of that particular country. Of course, it can then be used only for local purchases, such as office expenses for the Bank resident mission. Indeed, to avert the foreign currency problem, these need to be (say) furniture from local wood. 


� "Economics in Perspective" - see front cover of this paper.


�  As earlier indicated, both have now been eclipsed by the massive Federal Government bail-out of the US banking system, in Septmeber/October, 2008!


� This is an example of what might be called “The Central Bank pumping money into the market” as occurred, worldwide, in August 2007, as an indirect result of US mortgage credit problems.


�  For ease of understanding, the example uses an interest rate not typically charged by (say) the US Federal Reserve. However, what the Bank of Masonia charges, is its own business. The US Federal Reserve reduced its discount rate, on 17 August, 2007 to 5.75%. It left, at 5.25, the “federal funds” rate, for commercial banks that borrow (sometimes overnight) from each other.


� There was, in 2008, a (so-called) “Road to Nowhere” in Alaska, USA. It was a taunt used by Democrats against what was claimed to have been wasted money, by the (Republican) Governor of Alaska, who was, then, a candidate for Vice-president!


� Before the Soviet invasion of 1979, there was a legal, albeit rather primitive, but very robust, foreign exchange market in Kabul, Afghanistan. The author has bought and sold foreign currency there, as did the Government of Afghanistan!
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